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STOCKHOLDERS'  PROFITS   FROM  PRIVILEGED 
SUBSCRIPTIONS. 


I. 

A  railroad  company  frequently  finds  it  necessary  to 
obtain  funds  for  new  permanent  expenditures.  The 
growth  of  population  in  the  territory  tributary  to  the 
road,  and  its  consequent  growth  of  traffic,  the  improve- 
ments in  the  mechanical  appliances  in  railway  equipment, 
and  the  pressure  of  competition,  all  demand  frequent  and 
large  outlays.  New  branch  lines  must  be  built,  the  road- 
bed must  be  ballasted  with  stone,  the  weight  of  the  rails 
must  be  increased,  grades  must  be  cut  down,  the  line  must 
be  straightened  in  order  to  allow  greater  speed  of  trains, 
and  the  equipment  must  be  increased  to  accommodate 
the  growing  traffic.  For  these  activities  large  amounts 
of  funds  are  necessary. 

There  are  four  general  methods  of  obtaining  new  capi- 
tal, namely:  (1)  by  appropriating  the  needed  funds  from 
current  earnings;  (2)  by  creating  a  floating  debt;  (3)  by 
the  sale  of  new  stock;  and  (4)  by  increasing  the  funded 
debt.  Each  of  these  is  especially  adapted  to  certain 
specific  purposes,  while  for  other  purposes  several  alter- 
native courses  are  open.  For  that  class  of  expenditures 
known  as  betterments — namely,  reductions  of  grades, 
reballasting,  and  the  like — a  common  source  of  funds 
is  the  current  earnings  of  the  system.  This  policy  is  fol- 
lowed by  a  large  number  of  railway  companies,  con- 
spicuous among  which  are  the  Lake  Shore  &  Michigan 
Southern,  the  Michigan  Central,  and  the  Pennsylvania 
Railroad.  The  last-named  company  has  for  years  pur- 
sued the  policy  of  retaining  about  50  per  cent,  of  its  earn- 
ings in  its  surplus  account,  a  large  part  of  which  repre- 
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sents  expenditures  for  betterments.  In  the  year  1901 
the  Lake  Shore  &  Michigan  Southern  paid  out  $3,516,005 
in  dividends,  and  carried  $3,692,469  into  its  surplus  ac- 
count, making  a  total  surplus  to  that  date  of  $14,941,102. 
This  surplus  in  large  part  represents  expenditures  upon 
the  road-bed  and  equipment,  and  has  given  the  Lake 
Shore  probably  the  best  road-bed  of  any  company  in  the 
country.  In  like  manner  the  Michigan  Central  has  con- 
sistently followed  the  policy  of  paying  only  4  per  cent, 
in  dividends  and  of  putting  all  the  rest  of  its  net  earnings 
into  its  road-bed. 

Up  to  a  certain  point  this  policy  is  commendable.  These 
expenditures  upon  the  road-bed  and  equipment  do  not 
proportionately  increase  the  income:  hence  the}''  are  only 
in  part  of  the  nature  of  capital  expenditures,  and  only 
to  that  extent  chargeable  to  the  capital  account.  Yet 
they  are  necessary.  The  stress  of  competition  requires 
that  a  railroad  company  should  keep  its  road-bed  and 
equipment  up  with  the  crest  of  progress,  and  any  company 
which  does  not  do  so  will  soon  find  its  system  in  decay. 
But  surplus  earnings  are  not  always  an  adequate  source 
of  funds  for  all  these  necessary  expenditures.  For  ordi- 
nary betterments  they  are  often  sufficient.  But  it  fre- 
quently happens  that  the  population  and  traffic  grow  so 
rapidly  that  this  source  would  be  entirely  inadequate  to 
furnish  the  additional  equipment,  branches,  second  tracks, 
which  would  be  needed. 

The  creation  of  a  floating  debt  is  not  practicable  as  a 
permanent  method  of  obtaining  capital.  In  times  of 
depression  it  is  invaluable  as  a  means  of  deferring  the  issu- 
ance of  bonds  until  they  can  be  placed  at  a  low  rate  of 
interest.  But  a  floating  debt  consists  of  book  accounts 
and  promissory  notes,  which  represent  labor  and  prop- 
erty that  have  been  bought  on  credit.  It  matures  in 
a  short  time,  and,  if  excessively  large,  may  force  a  com- 
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pany  into  bankruptcy.  Consequently,  a  resort  to  this 
expedient  in  procuring  funds  for  capital  expenditures 
is  only  a  temporary  arrangement,  and  the  floating  debt 
must  soon  be  replaced  by  a  more  permanent  form  of  lia- 
bility. 

This  form  must  be  either  an  increase  in  the  capital 
stock  or  of  the  funded  debt.  The  choice  will  vary  with 
the  conditions  of  the  money  market,  the  outlook  and  finan- 
cial condition  of  the  railway  system,  and  the  position  of 
the  stockholders.  The  choice  should  always  further 
the  interests  of  the  stockholders;  and  by  stockholders 
are  meant  not  those  who  might,  in  the  event  of  a  new 
issue  of  stock,  become  stockholders,  but  those  who  are 
already  shareholders  in  the  company.  The  latter  are  the 
owners  of  the  system;  and,  so  long  as  they  keep  within 
the  bounds  of  business  morality  and  integrity, — not  pur- 
suing a  course  which  is  calculated  to  jeopardize  the  claims 
of  the  creditors, — they  are  entitled  to  promote  their  own 
interests  by  any  legal  means  within  their  power.  In  this 
they  are  not  even  under  any  moral  obligations  to  consider 
the  interest  of  those  who  might  eventually  become,  but 
who  are  not  already,  cosharers  in  the  property. 

This  course  will  sometimes  consist  in  increasing  the 
funded  debt,  at  other  times  in  increasing  the  capital  stock. 
If  the  old  shareholders  are  not  in  position  to  furnish  the 
new  capital  themselves,  this  can  often  be  obtained  to 
advantage  through  the  issue  of  mortgage  bonds,  since 
these  can  usually  be  placed  at  a  moderate  rate  of  interest, 
leaving  a  surplus  of  increased  earnings  to  be  divided  among 
the  stockholders.  But,  if  the  latter  are  able  to  furnish 
the  funds  themselves  or  to  benefit  immediately  from  an 
increase  of  stock,  this  method  will  be  preferable,  since  it 
will  give  the  old  shareholders  not  only  a  part,  but  all 
of  the  increase  of  earnings  resulting  from  the  new  expen- 
ditures of  capital,  and  at  the  same  time,  if  the  outlays, 
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should  not  produce  the  expected  returns,  they  will  avoid 
the  burden  of  increased  interest  charges.  Thus,  if  a  cor- 
poration whose  shareholders  are  A,  B,  and  C  is  earning 
10  per  cent.,  or  $100,000,  on  a  capital  of  $1,000,000,  and 
can  earn  another  $100,000  with  the  investment  of  another 
$1,000,000,  it  is  to  the  interest  of  A,  B,  and  C  to  furnish 
these  additional  funds  themselves,  if  they  are  in  position 
to  do  so,  since  they  will  thereby  receive  all  the  additional 
earnings.  But,  if  they  cannot  furnish  these  funds  them- 
selves, it  will  usually  be  more  advantageous  to  borrow 
them  than  to  sell  new  stock  to  D,  E,  and  F;  for,  if  they 
can  borrow  at,  say,  6  per  cent.,  they  will  still  have  left  an 
additional  $40,000  of  earnings,  increasing  the  return  on 
their  own  investment  to  14  per  cent.,  whereas,  if  they  sold 
stock,  the  whole  of  the  increased  earnings  would  go  to 
D,  E,  and  F,  the  new  stockholders. 

At  this  point  the  subject  of  stockholders'  privileges, 
stockholders'  rights,  or  privileged  subscriptions,  enters 
as  an  influence  which  will  often  turn  the  scale  in  favor  of 
an  increase  in  the  capital  stock  rather  than  in  the  funded 
debt;  for,  even  if  the  old  shareholders  are  not  themselves 
in  position  to  furnish  the  required  funds,  an  increase  in 
the  capital  stock  may  still  be  made  advantageous  to  them. 
Where  a  railroad  company's  stock  is  selling  above  par, 
a  very  attractive  method  of  obtaining  new  capital  is  to 
increase  the  capital  stock  and  give  the  shareholders  of 
record  the  privilege  of  subscribing  and  paying  cash  for  it, 
either  at  par  or  at  a  price  less  than  that  for  which  the 
stock  can  be  sold  on  the  market.  This  course  compen- 
sates the  shareholder  who  is  not  in  position  to  make  a 
new  investment  and  appropriate  his  share  of  increased 
earnings  to  result  from  the  new  expenditures  by  placing 
within  his  reach  an  extraordinary  and  immediate  profit. 
Thus  in  August,  1902,  the  Illinois  Central  Railroad  in- 
creased its  capital  stock  20  per  cent.,  giving  the  holders 
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of  record  the  privilege  of  taking  and  paying  for  the  new 
shares  in  cash  at  par.  The  stock  was  at  the  time  selling 
on  the  market  at  $173 J,  and  during  the  six  months  fol- 
lowing the  subscription  averaged  156.6.  By  taking  the 
new  stock  and  selling  it,  the  shareholder  could  have  made 
from  $50  to  $70  per  share.  This  method  we  may  term 
the  method  of  the  "privileged  subscription." 

The  method  of  the  privileged  subscription  is  valuable 
to  the  shareholder  only  when  the  market  price  of  the  stock 
is  higher  than  the  price  at  which  he  has  the  privilege  of 
taking  it.  He  may  benefit  from  it  in  one  of  two  ways, 
namely:  (1)  by  making  a  new  investment  on  terms  more 
favorable  than  are  offered  by  a  purchase  at  the  market 
price;  or  (2),  if  he  does  not  wish  to  make  a  new  invest- 
ment, he  may  still  make  a  profit  amounting  to  the  differ- 
ence between  the  market  price  and  the  subscription  price 
of  the  privilege.  Thus  in  the  above  illustration  the  stock- 
holder could  get  for  $100  a  6  per  cent,  stock  which  would 
otherwise  have  cost  him  more  than  $150,  making  his  cap- 
ital go  one-third  further,  or  by  selling  his  stock  he  could 
make  an  immediate  profit  of  from  $50  to  $70  a  share.  The 
shareholder  who  chooses  the  latter  alternative  may  be 
considered  as  in  effect  discounting  the  dividends  which 
he  could  receive  by  retaining  the  new  stock. 

If  the  shareholder  wishes  to  dispose  of  his  privilege, 
there  are  four  courses  of  action  open  to  him,  namely: 
(1)  he  may  subscribe  for  his  quota  of  the  new  stock  with 
the  idea  of  selling  it  after  it  has  been  issued  to  him;  (2) 
he  may  immediately  sell  short  to  the  amount  of  his  privi- 
lege, and  deliver  the  new  stock  to  satisfy  the  stock  loan 
made  for  this  purpose;  (3)  he  may  sell  the  same  amount 
from  his  own  recorded  holdings,  replacing  the  shares  sold 
with  the  new  stock  when  it  is  issued;  or  (4)  he  may  sell 
his  "right"  to  take  the  new  stock. 

The  choice  of  these  methods  depends  upon  the  special 
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circumstances  attending  each  such  issue  of  stock.  The 
first  method,  the  sale  of  new  stock  subsequent  to  its  is- 
suance, is  open  to  considerable  disadvantage.  In  this 
case  the  shareholder  must  subscribe  for  his  quota  of  the 
new  stock,  and,  when  it  is  issued,  must  take  and  pay  for 
it  in  cash.  In  all  probability  this  means  that  he  must 
borrow  the  money  with  which  he  paj^s  for  his  shares,  and 
that  he  must  pay  interest  on  it  until  he  can  realize  on  his 
stock.  This  period  of  interest-paying  may  be  very  ex- 
tensive. In  the  first  place  he  may  be  required  to  advance 
a  part  or  all  of  the  money  some  time  before  the  new  shares 
come  into  his  hands.  Thus,  when  the  Chicago,  Burling- 
ton &  Quincy  increased  its  stocks  and  bonds  in  1899,  the 
shareholders  were  required  to  pay  one-half  the  subscrip- 
tion price  on  June  8,  three  months  before  the  securities 
were  issued.  Again,  in  1893  when  the  Great  Northern 
increased  its  capital  stock  25  per  cent.,  the  shareholders 
were  required  to  pay  their  subscription  money  in  five 
equal  instalments,  extending  over  a  period  of  five  months 
before  the  new  shares  were  issued.  In  such  a  case  the 
interest  payments  must  greatly  reduce  the  ultimate  profits 
from  the  transaction.  But,  even  after  the  new  shares  are 
issued,  the  holder  may  have  to  wait  a  long  time  before  he 
can  sell  them  at  a  profit,  greatly  swelling  the  interest 
payments;  and  even  then  he  may  have  to  sell  the  stock 
at  a  figure  much  below  the  price  at  which  it  stood  when 
the  new  issue  was  authorized. 

The  second  method,  the  "short  sale"  of  stock,  is  at  first 
thought  more  advantageous,  though  in  reality  it  subjects 
the  shareholder  to  great  risk.  In  this  method  the  share- 
holder, as  soon  as  he  knew  what  his  quota  of  the  new 
stock  was  to  be,  would  go  into  the  market  and  "sell  it 
short";  that  is,  if  his  quota  were  one  hundred  shares, 
he  would  go  to  a  stock  broker  and  deposit  $1,000  as  se- 
curity.   The  broker  would  then  borrow  one  hundred 
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shares  of  the  old  stock  from  some  holder,  and  sell  them  at 
the  market  price,  but  retaining  the  proceeds  of  the  sale 
until  his  customer  was  ready  to  pay  back  his  loan.  Then, 
when  the  new  shares  were  finally  issued,  the  stockholder 
would  turn  them  over  to  his  broker,  who  would  then  repay 
the  stock  loan  he  made,  and  give  his  customer  a  cheque 
for  the  proceeds  of  the  sale  plus  the  $1,000  "margin 
money,"  less  the  brokerage  commission.  Our  suppositi- 
tious stockholder  would  still  have  to  borrow  the  money 
with  which  to  pay  his  subscription,  but  this  period  of 
interest  payment  would  terminate  as  soon  as  he  had  set- 
tled with  his  stock  broker.  His  profit  would  consist  of 
the  difference  between  the  proceeds  of  the  sale,  after  de- 
ducting the  broker's  commission  and  interest  on  the 
$1,000  "margin  money"  and  money  borrowed  to  pay  his 
subscription,  on  the  one  hand,  and  the  price  he  had  to  pay 
for  the  new  shares,  on  the  other. 

The  advantage  of  this  method  is  twofold :  first,  it  shortens 
the  period  of  interest  payment;  second,  it  enables  the 
shareholder  to  sell  his  quota  of  new  stock  at  any  time 
after  the  new  issue  is  authorized,  or  even  before  it  has 
been  authorized, — namely,  as  soon  as  it  has  been  adver- 
tised,— and  thus  to  take  advantage  of  a  favorable  market. 
He  can  thus  not  only  sell  to  the  greatest  advantage,  but 
he  can  in  a  measure  insure  his  returns.  Subsequent 
changes  in  the  market  price  of  the  stock  will  not  affect  his 
profits  unless  his  "margin"  should  be  wiped  out  or  he 
should  have  to  advance  more  "margin,"  thus  increasing 
his  interest  losses. 

But  it  may  occasion  him  some  inconvenience  and  em- 
barrassment. When  his  broker  borrowed  the  shares  he 
sold,  he  borrowed  them  subject  to  "call."  If  the  market 
price  should  change  a  few  points  and  the  lender  wish  to 
sell  his  holdings,  he  could  "call"  on  the  broker  for  the 
shares  he  loaned  him,  and  the  latter  would  either  have  to 
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go  into  the  market  and  buy  them  or  find  some  one  who 
was  willing  to  lend  him  another  hundred  shares.  Or,  if 
the  market  price  should  rise  ten  points,  the  $1,000  margin 
money  would  be  exhausted,  and  the  broker  would  have 
the  right  to  call  for  more  margin  money  or  "close"  the 
stockholder  out.  To  save  his  deposit,  the  latter  would 
have  to  advance  an  additional  $1,000,  thus  increasing 
his  interest  losses.  Eventually,  however,  his  margin 
money,  now  increased  to  $2,000,  would  be  returned  to 
him,  together  with  the  proceeds  of  the  sale  of  stock. 

A  graver  danger  than  either  is  the  risk  the  shareholder 
runs  of  having  his  stock  cornered.  A  good  illustration  of 
this  was  seen  recently  in  the  Louisville  &  Nashville 
corner.  In  this  case  the  shareholders  found  that  they 
had  sold  more  shares  of  Louisville  &  Nashville  than 
actually  existed.  As  a  result,  they  had  to  buy  the 
shares  with  which  to  repay  their  stock  loans  from  J.  W. 
Gates,  who  had  cornered  the  market.  The  price  they 
paid  for  them  was,  of  course,  dictated  by  Gates  himself. 
The  shareholder  who  uses  the  short  sale  as  a  method 
of  realizing  on  his  privileges  may  at  any  time  find 
himself  in  this  predicament,  and  have  to  settle  at 
terms  dictated  by  the  "financier"  who  has  cornered  the 
market. 

A  method  which  will  avoid  all  these  disadvantages 
and  at  the  same  time  retain  the  advantages  of  this  method 
is  the  third.  If  a  shareholder  entitled  to  one  hundred 
shares  of  new  stock  can  at  once  sell  an  equal  number  from 
his  recorded  holdings  without  impairing  his  privilege, 
he  can  thus  keep  his  investment  intact,  and  still  take  the 
same  advantage  of  a  favorable  market  that  he  would  have 
in  a  short  sale;  and,  instead  of  losing  the  interest  on  his 
margin  money  and  on  the  money  borrowed  to  pay  his 
subscription,  he  would  immediately  get  the  use  of  the 
proceeds  of  the  sale, —  an  advantage  he  did  not  have  in 
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the  preceding  case.  Further,  he  would  be  saved  the  risk 
and  expense  of  "remargining,"  the  annoyance  of  having 
to  pay  back  his  stock  loan  and  hunt  up  a  new  one,  and 
avoid  altogether  the  risk  of  having  his  stock  cornered. 

The  manner  in  which  these  privileges  are  extended 
usually  enables  the  stockholder  to  follow  this  method 
without  impairing  his  privilege.  They  are  always  ex- 
tended with  reference  to  a  particular  date,  which  we  may 
term  the  "date  of  record."  On  that  date  the  company's 
stock  journal  and  stock  ledger  are  closed  and  each  share- 
holder's holdings  are  ascertained;  and,  no  matter  how 
many  shares  he  may  sell  after  that  date,  the  extent  of 
his  privilege  as  then  ascertained  remains  unchanged, 
unless  he  should  waive  or  transfer  his  right. 

Thus  on  October  16,  1901,  the  shareholders  of  Illinois 
Central  voted  to  increase  the  capital  stock  20  per  cent., 
offering  each  holder  of  record  on  October  30  the  right  to 
take  the  new  stock  at  par  to  the  extent  of  20  per  cent, 
of  his  holdings,  the  privilege  to  lapse  after  November  27. 
Accordingly,  on  October  31  a  holder  of  one  hundred  shares 
might  have  sold  twenty  of  them,  and  still  have  retained 
the  right  to  subscribe  for  twenty  new  shares.  An  even 
more  favorable  illustration  was  the  increase  of  stock  author- 
ized on  January  26,  1901,  in  which  each  holder  of  record 
on  December  2,  1900,  had  the  right  to  subscribe  at  par  to 
the  extent  of  10  per  cent,  of  his  holdings.  Here  a  stock- 
holder might  have  taken  advantage  of  a  favorable  market 
nearly  two  months  before  the  new  issue  was  authorized 
to  sell  10  per  cent,  of  his  holdings,  and  without  impairing 
his  right  subsequently  to  subscribe  at  par  for  an  equal 
number  of  new  shares. 

This  method  would  have  been  especially  advantageous 
in  the  Illinois  Central's  privileged  subscription  of  August, 
1902,  where  the  stockholder  could  have  sold  his  shares 
at  once  at  a  price  near  $170,  whereas  a  little  later  he  would 
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have  had  to  sell  at  a  figure  near  $150.  On  the  other  hand, 
as  it  turned  out,  in  the  privilege  of  January  26,  1901, 
mentioned  above,  it  would  have  been  more  advantageous 
to  wait  and  sell  the  new  shares  themselves  after  their 
issue,  the  price  of  the  stock  having  risen  from  a  minimum 
of  $116  before  the  issue  to  an  average  of  $140  during  the 
six  months  following  it. 

This  manner  of  issuing  new  stock — namely,  by  putting 
the  date  of  record  some  time  in  advance  of  the  subscrip- 
tion date — gives  a  similar  advantage  to  the  fourth  method, 
the  sale  of  the  "right."  By  this  is  meant  that  the  privi- 
leged shareholder  either  sells  his  right  to  subscribe  for 
the  new  stock,  or,  if  this  cannot  be  done  under  the  terms 
of  the  privilege,  he  sells  the  new  stock  outright  in  advance 
of  its  issue.  Thus  the  New  York  Central  advertises  an 
increase  of  its  capital  stock,  adding:  "Shareholders  of 
record  May  ,  189  ,  or  their  assigns,  will  have  the  right," 
etc.  In  this  case  the  shareholders  may  sell  and  assign 
their  right  to  subscribe  for  the  new  shares.  Sometimes 
the  right  to  assign  is  restricted.  Thus,  when  the  Penn- 
sylvania Railroad  increased  its  stock  in  1890,  the  share- 
holders were  permitted  to  sell  their  "rights"  to  any  other 
holder  of  record,  but  to  no  others.  If  the  right  to  assign 
is  withheld,  the  same  results  may  be  obtained  by  selling 
the  new  stock  itself  in  advance  of  its  issuance,  it  being 
understood  that  delivery  is  to  be  made  after  the  stock  is 
issued.  This  resembles  the  "short  sale"  in  the  second 
method,  but  with  this  difference:  In  this  case  no  stock  is 
delivered  until  after  the  new  shares  have  been  issued, 
while  in  the  short  sale  delivery  is  immediate,  the  broker 
borrowing  the  shares  which  he  transfers,  afterward  re- 
paying the  lender  with  the  new  stock. 

As  in  the  preceding  two  methods,  the  sale  of  the  "right" 
enables  the  shareholder  to  realize  on  his  privilege  as  soon 
as  it  is  granted.    Indeed,  the  shareholder  can  in  this 
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way  often  dispose  of  his  privilege  even  before  it  is  ex- 
tended to  him;  namely,  as  soon  as  the  proposition  to 
increase  the  capital  stock  and  to  extend  the  privilege  is 
advertised.  Just  as  in  1901  United  States  Steel  stocks 
were  bought  and  sold  before  they  were  even  issued,  deliv- 
ery to  be  made  as  soon  as  they  were  issued,  so,  where  it 
is  practically  certain  that  a  railway  corporation  is  going 
to  extend  a  privilege  to  its  shareholders,  these  privileges 
may  be  sold  in  advance,  delivery  to  be  made  as  soon  as 
the  "right"  is  voted.  In  several  instances  the  "right" 
has  been  sold  thirty  and  sixty  days  before  it  was  ever 
granted.  In  this  respect  this  method  is  even  superior 
to  the  preceding  in  the  opportunity  it  offers  for  taking 
advantage  of  a  favorable  market. 

From  the  standpoint  of  returns  the  "sale  of  the  right" 
ranks  next  to  the  sale  of  stock  from  the  original  holdings. 
The  manner  in  which  rights  are  quoted  on  the  New  York 
Stock  Exchange  is  calculated  to  confuse  those  who  are 
not  acquainted  with  the  technique  of  the  exchange  and 
to  misrepresent  the  real  value  of  this  method.  The 
meaning  of  the  quotations  may  be  explained  in  the  follow- 
ing illustration.  Suppose  that  the  Burlington  increases 
its  stock  20  per  cent.,  giving  the  holders  of  record  the 
right  to  subscribe  at  $150  for  one  new  share  for  every 
five  old  shares  held.  The  holder  of  one  hundred  old  shares 
would  have  the  right  to  take  twenty  new  shares.  The 
market  value  of  Burlington  stock  is  $200,  leaving  a  pro- 
spective gain  of  $50  per  share  subscribed.  Now,  if  the 
holder  wished  to  sell  his  privilege  in  Philadelphia,  he  would 
go  to  a  broker  on  the  Philadelphia  Exchange,  and  say, 
"  I  want  to  sell  twenty  rights  at  45."  In  this  case  he  would 
get  $45  for  a  right  to  subscribe  for  one  share  of  new  stock, 
$900  for  the  twenty  rights. 

But,  if  he  were  in  New  York  City,  he  would  say  to  the 
broker  there,  "I  want  to  sell  one  hundred  rights  at  9," 
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meaning  that  he  wished  to  sell  the  right  which  one  hundred 
old  shares  would  have  at  9  per  cent,  of  their  par  value, 
or  $900.  On  the  Philadelphia  Exchange  a  "right"  means 
the  right  to  subscribe  for  one  new  share  of  stock,  and  is 
valued  in  dollars:  on  the  New  York  Exchange  a  "right" 
means  the  right  which  one  old  share  would  have  to  partici- 
pate in  the  subscription  for  the  new  stock, —  in  the  above 
illustration  one-fifth  of  a  share, — and  is  valued  as  a  per- 
centage of  the  par  value  of  the  old  stock.  In  the  above 
illustration  one  Philadelphia  right  is  equal  to  five  New 
York  rights. 

This  New  York  custom  is  especially  confusing  in  the 
quotations  of  the  so-called  "  half  -stocks" ;  i.e.,  shares  whose 
par  value  is  $50  instead  of  $100.  Thus,  if  the  Pennsyl- 
vania Railroad  should  offer  a  privilege  of  "one  in  five" 
at  $60  per  share  when  the  market  value  of  the  stock  was 
$72,  a  holder  of  one  hundred  old  shares,  wishing  to  sell 
his  right  to  twenty  new  shares,  would  say  to  his  Phila- 
delphia broker :  "  I  want  to  sell  twenty  Pennsylvania  rights 
at  10."  But  to  his  New  York  broker  he  would  say,  "I 
want  to  sell  one  hundred  rights  at  1 4. ' ' J  If  the  par  value 
of  Pennsylvania  had  been  $100  instead  of  $50,  he  would 
have  sold  his  one  hundred  rights  at  "2"  instead  of  "4"; 
that  is,  where  the  par  value  of  the  stock  is  halved,  the 
percentage  at  which  the  privilege  sells  is  doubled.  These 
complications  are  confusing  to  stock  brokers  them- 
selves. They  must  be  well-nigh  impenetrable  to  the  ordi- 
nary uninstructed  investor. 

It  is  commonly  supposed  that  the  value  of  rights  is 
very  low  as  compared  with  their  intrinsic  value  as  indi- 
cated in  the  market  price  of  the  stock.  Quite  the  contrary 
is  true  in  many  instances.  Thus  in  the  case  of  Illinois 
Central  in  February  and  March,  1901,  when  the  stocks 
were  quoted  at  from  $127|  to  $139J,  the  privileges  of  sub- 
scribing at  par  for  "one  share  in  ten"  were  quoted  at  from 
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2f  to  3^.  This  means  that  the  right  to  subscribe  for  one- 
tenth  of  a  share  of  new  stock  sold  at  from  $2.62J  to  $3.25, 
or  the  right  to  take  one  whole  share,  cost  from  $26.25 
to  $32.50.  These  correspond  very  closely  to  the  premiums 
of  $27.37i  to  $39.50,  respectively,  on  the  stock.  Again 
in  November,  1901,  when  the  premiums  on  the  stocks  were 
$38  and  $42 J,  the  rights  to  "one  share  in  five"  at  par  were 
worth  from  $37.50  to  $41.25, — figures  remarkably  close  to 
the  premium.  And  in  August,  1902,  the  rights  were 
worth  from  $43.75  to  $61.75  a  share  of  new  stock,  when 
the  premium  on  the  old  was  $41  to  $73.50  a  share.  In 
other  cases  the  correspondence  is  not  so  close.  Thus 
the  Pennsylvania  "rights"  of  1903  were  worth  from  94 
cents  to  $5.63  per  share  when  the  market  price  of  the  stock 
was  from  $1.50  to  $14.25  higher  than  the  subscription 
price  of  the  new  stock.  Again,  in  1901,  when  the  premiums 
ranged  from  $18.50  to  $30.75,  the  rights  were  worth  only 
from  $10.12^  to  $16.87^  per  share. 

Usually,  the  profit  from  the  sale  of  the  right  will  be  less 
than  by  selling  stock  from  the  original  holdings.  The 
reasons  are  obvious.  In  the  latter  case,  since  the  sale  is 
a  sale  of  stock,  it  is  at  the  full  market  price,  and  the  seller 
gets  the  full  advantage  of  the  premium;  but,  if  a  right  is 
sold,  this  is  usually  to  a  stock  broker,  who  is  speculating 
on  the  increase  of  the  stock,  and  not  to  investors.  In- 
vestors are  not  as  yet  very  well  acquainted  with  "rights." 
Consequently,  a  safe  margin  must  be  left  the  purchaser 
to  cover  possible  fluctuations  in  the  price  of  the  stock 
during  the  interval  elapsing  between  the  sale  of  the  right 
and  the  appearance  of  the  new  shares,  and  also  to  leave 
the  speculator  a  margin  of  profit.  Further,  by  selling  the 
"right,"  the  shareholder  discounts  the  prospective  gain 
from  the  increase  of  stock.  He  receives  his  profits  at  once 
instead  of  waiting  until  the  new  shares  are  issued.  The 
prospective  gain  is  thus  discounted  just  as  effectually  as 
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is  a  promissory  note  which  is  sold  to  a  bank  before  its 
maturity.  Money  in  hand  is  worth  more  than  an  equal 
amount  due  at  a  future  date.  This  applies  with  especial 
force  to  those  cases  in  which  the  "rights"  are  sold  in  ad- 
vance of  their  authorization.  Finally,  the  sale  of  the 
"right"  insures  the  return  from  the  privilege  by  con- 
verting an  uncertain  future  profit  into  a  certain  present 
profit.  In  practice,  brokers  figure  the  "rights"  at  from 
15  to  20  per  cent,  less  than  the  prospective  gain  from  the 
privilege. 

This  fact  makes  the  "right"  valuable  to  those  who  are 
seeking  investments  on  favorable  terms.  If  an  investor 
wishes  to  buy  a  high-grade  stock,  he  can  get  it  on  more 
favorable  terms  by  purchasing  "rights"  than  by  going 
into  the  market  and  buying  the  stock  outright.  Thus 
in  the  case  of  the  Pennsylvania  Railroad  stocks  in  1903, 
mentioned  above,  by  purchasing  "rights"  an  investor 
would  have  been  able  to  obtain  for  about  $65  a  6  per  cent, 
stock  which  would  have  cost  him  $70  in  the  open  market. 
Again,  in  1901,  he  would  have  thus  been  able  to  get  for 
from  $70  to  $77  a  stock  which  would  otherwise  have  cost 
him  from  $78.50  to  $90.75.  The  purchase  of  "rights" 
has  been  an  especially  available  method  of  getting  good 
investments  during  the  last  five  years.  During  this  time 
there  have  been  twenty-six  increases  of  railway  stocks 
with  privileges  attached,  five  of  public  service  corpora- 
tions, and  seven  of  "industrial"  stocks. 

To  sum  up  to  this  point,  of  the  four  methods  of  dispos- 
ing of  privileges  in  the  increase  of  capital  stock,  the  sale 
of  "rights"  and  the  sale  of  shares  from  the  recorded 
holdings  are  the  most  valuable.  Of  these  two  the  latter 
is  usually  a  little  the  more  remunerative.  The  purchase 
of  "rights"  offers  an  opportunity  to  investors  of  getting 
first-class  securities  more  cheaply  than  they  could  get 
them  on  the  market. 
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II. 

Having  disposed  of  the  methods  of  benefiting  from 
stockholders'  privileges,  the  next  question  of  interest  is 
the  extent  of  these  benefits.  It  is  not  to  be  denied  that 
the  proceeds  from  these  privileges  in  many  cases  consti- 
tute a  very  material  addition  to  the  current  dividends 
which  are  received  by  the  stockholders,  and  that  they  are 
to  be  reckoned  in  when  one  is  estimating  the  yield  on  his 
investment.  But  these  extraordinary  gains  come  in  at 
irregular  intervals.  To  obtain  any  accurate  idea  of  their 
extent,  it  is  necessary  to  state  them  in  the  form  of  equiv- 
alent returns  coming  in  at  regular  intervals,  like  divi- 
dends. 

This  is  difficult.  If  one  could  clearly  foresee  how  many 
and  at  what  times  all  such  privileges  would  occur  in  the 
future,  their  terms  and  market  values,  and  if  one  could 
assume  that  the  current  rate  of  interest  would  remain 
at,  say,  5  per  cent.,  then  we  could  have  a  theoretically 
perfect  method  of  converting  these  irregular  into  regular 
incomes.  The  task  would  consist  in  expressing  the  net 
gain  from  each  privilege,  past  and  future,  in  the  form  of 
an  equivalent  annuity  (or  dividend)  for  a  period  corre- 
sponding to  the  life  of  a  corporation.  The  sum  of  these 
annuities,  together  with  the  current  dividends,  would 
give  the  total  of  an  equivalent  dividend  or  return  on  the 
investment.  The  problem  of  finding  the  present  worth 
of  a  sum  due  at  a  future  date,  or  of  an  annuity,  is  very 
simple;  and  this,  its  exact  converse,  would  be  equally 
simple. 

In  the  absence  of  prophecy  a  less  rigorous  though 
almost  equally  satisfactory  method  may  be  followed. 
We  cannot  find  the  value  of  privileges  in  the  future,  but 
we  can  find  approximately  the  value  of  past  privileges. 
Frequent  reference  has  been  made  in  the  foregoing  para- 
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graphs  to  the  various  privileged  issues  of  Illinois  Central 
stock;  and  the  method  of  reckoning  the  proceeds  of  these 
privileges  in  with  the  current  dividends  may  be  illustrated 
and  explained  by  applying  it  to  those  issues  in  turn,  begin- 
ning with  the  first  one  of  June  1, 1887.  The  following  table 
shows  the  dates  of  the  various  increases  of  Illinois  Central 
stock  from  1887  to  1903,  together  with  the  terms  of  the 
subscriptions,  the  average  market  value  of  the  stock  dur- 
ing the  six  months  preceding  and  during  the  six  months 
following  those  issues : — 


Table  I.— ILLINOIS  CENTRAL. 


Date  of  issue. 


June  1, 1887 
Nov.  1,  1890 
1892 
Nov.  1,  1895 
July  1,  1899 
Jan.  26,  1901 
Nov.  1,  1901 
August,  1902 


Per  cent, 
of 

Amount  of 

increase. 

increase. 

33$ 

$10,000,000 

5,000,000 

m 

5,000,000 

2,500,000 

7,500,000 

10 

6,000,000 

20 

13,200,000 

20 

15,840,000 

Privi- 
lege. 


par 


Price  during  pre- 
ceding six  months. 


Average.  Limits. 


$135 
100J 
98| 
{97* 

126 

144| 

160f 


$116-132 
138-148 
150-173* 


Average 
price 
during 

six 
months 
ensuing. 


$120£ 
103f 

98| 

95 
114| 
1401 
135* 
152A 


To  illustrate  the  method,  let  us  make  the  following 
assumptions : — 

1.  That  A  buys  100  shares  of  Illinois  Central  stock 
during  the  six  months  preceding  one  of  these  stock  in- 
creases. 

2.  That  he  subscribes  each  time  for  his  quota  of  new 
shares,  selling  them  again  within  the  ensuing  six  months. 

3.  That  he  borrowed  the  funds  with  which  to  take  his 
quota  from  the  bank  for  an  average  of  three  months,  pay- 
ing 5  per  cent. 

4.  That  he  sells  his  investment  at  the  end  of  1903. 

5.  That  money  has  been  worth  5  per  cent,  all  this  time. 
And  then  let  us  answer  this  question,  Not  counting  any 
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gain  or  loss  resulting  from  the  final  sale  of  his  investment, 
how  much  on  the  average  has  A  made  each  year  on  his 
investment?  This  statement  of  a  definite  problem  will 
serve  to  keep  ideas  clear. 

First,  let  A  buy  his  one  hundred  shares  just  prior  to 
June  1,  1887.  If  he  paid  the  average  market  price  of  the 
stock  during  that  period,  the  table  shows  that  his  invest- 
ment was  $13,500.  Now  in  regard  to  the  value  of  the 
eight  privileges  there  are  two  methods  of  computation, 
each  the  exact  equivalent  of  the  other.  In  the  first  the 
procedure  would  be  as  follows: — 

1.  To  find  A's  immediate  gain  from  the  privilege. 

2.  To  find  the  amount  on  this  at  5  per  cent,  at  the  end 
of  the  calendar  year  in  which  it  is  extended. 

3.  To  convert  this  amount  into  an  equivalent  annuity 
(or  dividend),  running  (in  this  series)  from  1887  to  1903, 
inclusive  (a  period  of  seventeen  years) . 

4.  To  add  all  these  annuities  and  the  current  dividends 
together,  obtaining  a  total  annual  dividend  on  the  in- 
vestment. * 

The  second  step  is  inserted  for  convenience  in  compu- 
tation. The  procedure  in  the  second  method  would  be 
as  follows: — 

1 .  The  same  as  in  the  first  method. 

2.  The  same  as  in  the  first  method. 

3.  To  find  the  amount  at  the  end  of  the  year  1903  on 
each  of  the  amounts  obtained  in  the  second  step. 

4.  To  acid  these  amounts  together. 

5.  To  express  the  resulting  total  as  an  equivalent  an- 
nuity extending  over  the  seventeen-year  period. 

6.  To  add  this  annuity  to  the  current  dividends. 

This  method,  although  containing  a  greater  number 
of  steps,  is  in  reality  shorter  than  the  first.  The  work 
of  converting  the  amounts  of  the  gains  into  equivalent 
annuities  requires  the  use  of  tables  of  logarithms:  other- 
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wise  there  is  nothing  difficult  or  mysterious  in  the  compu- 
tations.1 

In  the  following  table,  which  contains  a  summary  of 
the  results  of  all  these  computations  for  the  Illinois  Cen- 
tral's privileges  as  given  in  the  preceding  table,  the  first 
method  was  followed: — 

Table  II. 


ILLINOIS  CENTRAL  PRIVILEGES. — FIRST  METHOD. 


Imme- 

The value  of  the  privilege  expressed  as  an  annuity 
terminating  December  31,  1903,  and  beginning 
in  the  year  of  the  original  investment. 

Date  of  privilege. 

diate 
profits. 

The  stockholder  invests  in  the  year 

1887. 

1890. 

1892. 

1895. 

1900. 

1901. 

June  1,  1887  .  .  . 
Nov.   1,  1890    .  . 
Dec.  31,2  1892  .  . 
Nov.   1,  1895    .  . 
July    1,  1899    .  . 
Jan.    26,  1901  .  . 
Oct.    31,  1901  .  . 
August,  1902  .  .  . 

$673.25 
29.93 

—27.78 

—31  51 
201.80 
391.25 
690.71 

1,048.36 

$56.87 
2.18 
—1.84 
—1.84 
7.92 
17.53 
29.47 
42.62 

$2.21 
—2.55 
—2.37 
12.52 
23.11 
38.86 
56.19 

—$299 
—2.92 
15.41 
28.46 
47.84 
70.48 

—$4.22 
22.76 
41.07 
67.50 
99.85 

$104.60 
176.68 
255.40 

$241.55 
349.16 

Privilege  as  per  cent,  of  invest- 

Net  yield  before  1900'    .  .  . 
Net  yield  after  1903*  .... 

$152.94 
13,500 

1.13% 

4.84 

5.58 

$127.96 
10,025 

1.28% 

6.26 

7.26 

$156.28 
9.875 

1.59% 

6.65 

7.66 

$226.96 
9,750 

2.33% 

7.46 

8.48 

$536.68 
12,600 

4.26% 

9.02 

$591.71 
14,  437 

4.09% 

8.25 

The  first  column  of  this  table  gives  the  dates  of  the 
eight  privileges,  the  second  column  shows  the  immediate 
profit  which  is  realized  on  each  by  the  holder  of  one  hundred 
old  shares.  The  remaining  columns  convert  these  im- 
mediate profits  into  equivalent  annuities  extending  over 
the  investment  period.  Thus  a  man  who  invested  in 
1887  and  sold  his  investment  December  31,  1903,  would 

1  The  process  of  finding  the  present  worth  of  a  sum  of  money  due  at  a  future 
date  is  the  exact  converse  of  that  of  finding  the  amount  at  compound  interest  on 
a  sum  due  at  that  future  date.  Both  processes  require  the  application  of  algebraic 
formula?. 

2  Assumed  date.  3  Dividends,  5  per  cent.  *  Dividends,  6  per  cent. 
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pro-rate  his  profits  over  a  period  of  seventeen  years. 
This  is  done  in  the  column  headed  "  1887."  Investing  in 
1890,  he  would  pro-rate  over  a  period  of  fourteen  years. 
This  is  done  in  the  column  headed  "1890."  Finally, 
rows  are  inserted  to  show  the  total  of  the  annuities  re- 
ceived by  the  investors,  the  amounts  of  the  investments 
in  one  hundred  shares  at  the  various  times,  the  yield  on 
the  investments  from  privileges,  and  the  total  yield  from 
privileges  and  dividends.  Thus,  if  A  purchased  one  hun- 
dred shares  in  1887,  he  netted  a  profit  of  $673.25  on  his 
first  privilege.  This,  as  the  third  column  shows,  is  equiv- 
alent to  a  return  of  $56.87  a  year  for  seventeen  years.  He 
received  $201.80  from  his  fifth  privilege,  or  the  equiva- 
lent of  $7.92  a  year,  $690  on  the  seventh,  or  $29.47  a  year, 
and  $1,048,  or  $42.62  a  year  on  the  last. 

A  man  who  invested  in  1887  has  received  from  all  privi- 
leges the  equivalent  of  $152.94  a  year  for  seventeen  years, 
or  1.13  per  cent,  on  his  investment  of  $13,500.  Investing 
in  1895,  he  has  received  the  equivalent  of  $226.96  a  year 
for  nine  years,  or  2.33  per  cent,  on  his  investment  of 
$9,750.  Finally,  a  man  who  invested  in  1900  has  received 
from  privileges  alone  4.26  per  cent,  a  year  on  his  invest- 
ment of  $12,600,  or  nearly  as  much  as  he  has  received 
from  his  6  per  cent,  dividends. 

In  the  above  table  it  was  assumed  that  the  stockholder 
sold  his  new  shares  during  the  six  months  succeeding  their 
issuance.  Table  III.  presents  the  returns  on  the  same 
privileges  on  the  assumption  that  the  stockholder,  imme- 
diately after  the  new  issues  were  authorized,  sold  a  part 
of  his  recorded  holdings  and  replaced  the  shares  sold  by 
the  new  stock  when  issued. 

In  this  table,  column  3  shows  the  immediate  profit  on 
each  of  the  eight  privileges,  column  4  the  amount  on  this 
at  5  per  cent,  on  December  31, 1903.  Column  6  represents 
the  total  on  December  31,  1903,  from  all  privileges  of 
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12 

Invest- 
ment. 

$13,500.00 
10,025.00 
9,875.00 
9,750.00 

12,600.00 
14,437.50 
16,062.25 

11 

Total 
yield 
after 
1900 
(per 
cent.). 

6.09 
7.52 
7.97 
8.88 

9.79 
9.44 
8.08 

10 

Total 
yield  be- 
fore 1900 
(per 
cent.). 

5.35 
6.52 
6.97 
7.86 

9 

Per  cent, 
of  invest- 
ment 

1.64 
1.53 
1.90 
2.73 

5.03 
5.28 
4.24 

This  sum  expressed 
as  an  annuity. 

8 

Annuity. 

$222.15 
153.44 
187.82 
265.87 

633.49 
763.21 
697.77 

7 

Annuity 
period. 

03  - 
>> 

N            «     O)                   CO  <N 
iH      rH  rH 

Sum  of  all  privileges 
after  investment  date. 

6 

Total 
amount 
from  privi- 
lege. 

$5,740.42 
3,007.17 
2,989.33 
2,953.72 

2,730.34 
2,405.95 
1,430.45 

5 

Invest- 
ment 
date. 

1887 
1890 
1892 
1895 

1900 
1901 
1902 

4 

Amount  at 
5  per  cent. 
December  31, 
1903. 

$2,733.25 
17.84 
35.61 
— 14.89 
238.27 
324.39 
975.50 
1,430.45 

Immediate 
profit  on 
privilege. 

$1,252.15 
9.46 
20.83 
—10.08 
196.03 
280.22 
884.81 
1,362.33 

2 

Average 

price 
during 
30  days 
preceding 
issue. 

H«       MM       H»                   <W       r+»  t-|0» 

cO©i-H00<N00COl> 
COOOOS^ICM^CO 

Date  of 
privilege. 

June  1,  1887 
Nov.  1,  1890 
Dec.  31,  1892 
Nov.  1,  1895 
July  1,  1899 
Jan.  26, 1901 
Oct.  30,  1901 
August,  1902 
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which  the  investors  at  the  various  dates  would  have  re- 
ceived the  benefit.  Thus,  if  our  stockholder  A  invested 
$13,500  in  one  hundred  shares  in  1887,  he  has  received 
from  all  of  his  eight  privileges  a  total,  principal  and  in- 
terest, of  $5,740.  This  is  equivalent  to  a  return  of  $222 
a  year  during  the  seventeen  years  of  his  investment,  or 
1.64  per  cent.  A  man  making  a  similar  purchase  in  1895 
has  received  from  his  five  privileges  a  total  of  $2,953, 
which  is  equivalent  to  $265,  or  2.73  per  cent,  a  year  on 
his  investment,  during  the  nine  years  of  his  investment 
period.  Stockholders  who  made  their  investments  in 
1900,  1901,  and  1902,  respectively,  have  made  from  priv- 
ileges alone  4^  to  5^  per  cent,  per  annum  on  their  invest- 
ments, and  that,  too,  when  their  original  purchases  were 
made  at  very  high  premiums.  In  these  cases  the  returns 
from  privileges  have  exceeded  the  returns  from  the  cur- 
rent 6  per  cent,  dividends. 

A  comparison  of  Table  III.  with  the  preceding  shows 
that  the  returns  from  privileges  have  been  greater  in  the 
former  than  in  the  latter.  This  is  as  was  expected.  The 
stockholder  in  selling  at  once  from  his  original  holdings 
when  a  new  issue  of  stock  is  authorized,  instead  of  wait- 
ing until  the  new  shares  are  issued,  takes  advantage  of 
the  market  when  it  is  most  favorable,  and  realizes  more 
on  each  privilege. 

It  will  also  be  noticed  that  the  returns  from  privileges 
have  been  greater  in  the  cases  of  the  later  investments 
than  in  the  earlier.  This  is  due  to  the  greater  frequency 
and  liberality  of  privileges  in  more  recent  years,  due  to 
the  rapid  growth  and  improvement  of  the  Illinois  Central 
system  since  1893.  The  Illinois  Central  Company  has 
been  very  liberal  to  its  stockholders.  A  company  which 
has  been  even  more  liberal  is  the  Great  Northern,  as  is 
tfiown  in  Table  IV. 

In  this  table,  which  is  constructed  on  the  same  pattern 
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ment. 

$13,625.00 

15,475.00 
16,700.00 
16,875.00 
17,437.50 
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Total 
yield  on 
invest- 
ment 
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cent.). 

11.81) 
13.29  J 
13.63  ) 

18.74 ) 
19.07  J 

9.90) 
10.20  j 

9.09) 
9.39  f 

9.27) 
9.56  f 

10 

Yield 
from 
current 
divi- 
dends 
(per 
cent.). 

Ot>rH                          OO         lOlO  Nh 
CC-HiQ         IO00         tHtH          htJJ  OCO 

co»oio  ■>*"'* 

9 

Per 
cent,  of 
invest- 
ment. 

8.12 
14.32 
5.71 
4.94 
5.25 

Column  6  as  an  annuity. 

8 

Annuity. 

$1,106.11 
2,200.35 
953.26 
833.33 
913.62 

7 

Annuity 
period. 

m 

rH               CO               lO  CO 

6 

Total  amount 
on  privilege. 

$15,713.44 
14,966.76 
5,267.76 
3,591.66 
2,879.73 

5 

Amount  at 
5  per  cent. 
December 
31,  1903. 

$746.68 
9,699.00 

1,676.10 
711.93 

2,87973 

Immediate 
loss  or  gain. 

$458.40 
6,816.00 
1,379.00 
615.00 
2612.00 

eo  .g 

t-t                  r-l                    U                   t-l  ^4 

o3            o             c3             o3  o 

a        co        a        a  oo 

2 

Per 
cent, 
of  in- 
crease. 

m        o        o         o  io 

CN            O            <N            r-t  (N 

Date  of  in- 
crease of  stock. 

June    1 ) 

to     | 1893 
Oct.     2 ) 

July  1) 

to     1 1898 
July  28) 

May  20) 

to     [  1899 
June  17) 

Jan.   29 ) 

to     [  1900 
Feb.  24) 

Apr.  15) 

to     f 1901 
May  20 ) 
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as  Table  III.,  five  privileges  are  represented,  four  since 
1898.  As  shown  in  column  6,  a  man  who  purchased  one 
hundred  shares  of  Great  Northern  stock  prior  to  June  1, 
1893,  has  received,  principal  and  interest,  from  privileges 
alone  a  total  of  $15,713  by  December  31,  1903.  This  is 
equivalent  to  a  yearly  return  of  $1,106,  or  8.12  per  cent, 
on  his  investment  of  $13,625.  The  stockholder  who  made 
a  similar  purchase  just  prior  to  July  1,  1898,  has  received 
from  privileges  alone  a  total  of  $14,966,  which  is  equivalent 
to  an  annual  dividend,  during  the  six  years  of  his  invest- 
ment, of  $2,200,  or  14.32  per  cent,  on  his  investment  of 
$15,475.  Returns  on  later  investments  have  ranged  from 
4.94  per  cent,  to  5.71  per  cent.  It  is  to  be  observed  that 
in  every  case  the  returns  from  privileges  have  considerably 
exceeded  the  returns  from  7  per  cent,  dividends,  while  in 
one  case  the  privileges  yielded  three  times  as  much  on  the 
investment  as  did  the  current  dividends.  This  phenome- 
nal result  was  due  to  the  exceptional  privilege  in  1898  of 
100  per  cent,  of  the  old  holdings  at  practically  $60  a  share. 
An  explanation  of  this  case  will  appear  further  on. 

The  liberality  of  the  Great  Northern's  privileges  has  been 
unprecedented;  and,  together  with  the  7  per  cent,  current 
dividends,  these  have  kept  the  Great  Northern  stock  at 
a  very  high  premium.  In  contrast  with  these  are  the 
privileges  of  the  New  York  Central.  In  recent  years  that 
company  has  made  three  increases  of  stock  of  10,  15,  and 
15  per  cent,  in  1893, 1900,  and  1902,  respectively,  as  shown 
in  Table  V. 

By  comparing  columns  9  and  10,  it  will  be  seen  that  the 
yields  from  privileges  alone  were,  in  the  last  two  instances, 
little  more  than  one-third  of  the  total  yield  on  the  invest- 
ment, while  in  the  first  instance  the  privileges  made  a 
comparatively  insignificant  addition  to  the  income.  None 
of  these  compare  favorably  with  the  returns  from  Illinois 
Central's  privileges,  which  were  from  1.58  per  cent,  to 
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5.28  per  cent,  on  the  investment.  This  is  due  to  the  rela- 
tive infrequency  of  privileges  granted  by  the  New  York 
Central  Company  (only  three  in  eleven  years  as  compared 
with  six  offered  in  the  same  time  by  the  other  company), 
to  their  small  extent,  and  to  the  fact  that  in  one  of  them 
the  subscription  price  was  at  25  per  cent,  premium  in- 
stead of  at  par,  as  is  usual. 

Another  company  whose  privileges  have  yielded  small 
returns  is  the  Baltimore  &  Ohio,  as  shown  in  the  following- 
table  : — 


Table  VI. 

BALTIMORE  AND  OHIO  PRIVILEGES. 
Yield  from  Sale  of  Old  Stock. 
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2 
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4 

5 

6 
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Date  of 
privilege 
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(per 
cent.). 

Loss  or 
gain. 

Amount 
Decem- 
ber 31, 
1903- 

Total 
amount 
gain  from 
privileges 

Column  5 

as 

Annuity. 

Yield 

on 
invest- 
ment 
(per 
cent.). 

Investment. 

Apr.  21,  1900  . 

161—80 

(—$56.25 
1  75.00 

$89.74 

$415.50 

$96.41 

1.67 

$5,762.50 

Dec.  24,  1901  . 

20  par 

65.00 

71.66 

325.76 

103.45 
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1 1.51 

10,325  common 
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Oct.  17,  1902  . 

30  par 

240.00 

254.10 

254.10 
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(  1.00 
1 1.10 
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9,575  preferred 

Yield  from  Sale  of  Rights. 

Apr.  21,  1900  . 

161—80 

$75.00 

$89.74 

$424.92 

$98.59 

1.71 

$5,762.50 

Dec.  24,  1901  . 

20  par 

75.00 

82.69 

335.18 

106.34 

(1.03 
11.13 

10,325  common 
9,400  preferred 

Oct.  17,  1902  . 

30  par 

237.50 

252.49 

252.49 

123.17 

(1.14 
11.28 

10,800  common 
9,575  preferred 

Since  the  reorganization  of  the  Baltimore  &  Ohio  sys- 
tem the  capital  stock  has  been  increased  only  three  times, 
— in  1900,  1901,  and  1902,  respectively.    In  the  case  of 
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the  first  privilege,  which  was  offered  at  $80  a  share,  the 
market  price  of  the  stock  was  even  below  that  figure 
Consequently,  the  profits  from  the  sale  of  "rights"  were 
substituted  for  the  loss  which  would  have  resulted  from 
the  sale  of  stock  in  this  instance.  With  this  substitution 
the  yield  from  the  sale  of  old  stock  ranged  from  1  per  cent, 
to  1.67  per  cent,  on  the  investment. 

This  table  brings  out  another  interesting  point  in  con- 
nection with  the  sale  of  rights  as  a  method  of  realizing 
upon  privileges.  The  market  price  of  the  stock  may 
sometimes  be  below  the  subscription  price.  In  such  a 
case  the  sale  of  stock  would  entail  a  loss.  But  it  frequently 
happens  that  in  such  cases  the  "rights"  will  have  a  posi- 
tive value,  so  that  the  shareholder  may  after  all  net  a 
profit  where  a  loss  would  naturally  be  expected.  The 
second  part  of  Table  VI.  shows  the  yield  from  the  sale  of 
"rights,"  which  ranged  from  1.03  per  cent,  to  1.71  per 
cent,  on  the  investment,  just  a  little  more,  in  this  case, 
than  the  yield  from  the  sale  of  stock  from  the  recorded 
holdings. 

The  meagrest  returns  have  come  from  the  Missouri 
Pacific  privileges,  which  are  shown  in  Table  VII. : — 


Table  VII. 
MISSOURI  PACIFIC  PRIVILEGES. 
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This  company  offered  four  privileges  in  1886  and  1887, 
one  in  1890,  and  one  in  1901.  All  have  been  of  moderate 
extent,  and  the  stock  has  sold  at  comparatively  small 
premiums,  in  one  case  at  a  discount.  As  a  result,  the 
privileges  have  yielded  only  from  0.09  per  cent,  to  0.73 
per  cent,  per  annum  on  the  investments,  even  when  these 
have  been  made  at  a  discount. 

A  review  of  the  five  sets  of  privileges  set  forth  in  the 
above  tables  will  bring  out  several  facts.  First,  a  com- 
pany which  is  in  a  sound  financial  condition,  as  are  the 
Illinois  Central  and  the  Great  Northern,  and  which  pur- 
sues a  liberal  policy  toward  its  stockholders,  may  greatly 
add  to  their  annual  income  through  the  privileges  it  offers. 
Secondly,  the  profits  from  these  sources  are  not  adequately 
reflected  in  the  market  price  of  the  stock.  Thus  the  Illi- 
nois Central  stock,  which  has  in  recent  years  been  yielding 
its  holders  from  8 J  to  11.9  per  cent,  on  its  par  value, 
has  been  selling  at  from  $120  to  $170, — prices  which 
should  go  with  a  6-to-8  per  cent,  stock.  Great  North- 
ern stock  has  been  paying  its  holders  from  15  to 
21  per  cent,  per  annum  on  its  par  value;  yet  its  mar- 
ket quotations  have  ranged  only  from  $136  to  $200, — 
prices  which  should  naturally  go  with  a  7-to-12  per 
cent,  investment.  This  is  naturally  to  be  expected. 
The  returns  from  privileges,  though  known  to  be  large, 
came  at  irregular  intervals  and  in  irregular  amounts. 
Consequently,  the  ordinary  man  who  is  not  a  mathema- 
tician does  not  know  how  these  returns  compare  with  the 
regular  returns  from  current  dividends.  Further,  although 
he  may  realize  that  past  returns  from  these  sources  have 
been  large,  he  has  no  means  of  judging  of  future  returns 
from  the  same  sources. 

In  concluding  this  part  of  the  discussion,  it  must  not 
be  forgotten  that  the  method  of  treating  privileged  sub- 
scriptions as  outlined  and  illustrated  above  can  be  only 
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retrospective.  It  can  show  only  what  the  returns  from 
privileges  have  been  in  the  past:  it  cannot  look  into  the 
future.  Whether  privileges  will  be  as  remunerative  in 
the  future  as  in  the  past  can  in  small  measure  be  judged 
from  the  revealed  policy  of  the  railway  company.  A 
corporation  which  has  consistently  pursued  a  liberal  pol- 
icy towards  its  stockholders  may,  presumably,  continue 
such  liberality  in  the  future  if  opportunities  arise.  But 
these  opportunities  arise  only  in  connection  with  the  growth 
of  the  railway  system  and  in  its  improvement.  The  recent 
past  has  been  a  period  of  great  growth  and  improvement, 
but  it  seems  likely  that  most  of  the  Eastern  and  Middle 
Western  railway  systems  have  nearly  reached  their  full 
development.  If  such  is  the  case,  it  is  probable  that  these 
companies  will  have  fewer  opportunities  for  liberality  than 
have  come  to  them  in  recent  years.  Many  of  the  Western 
and  Pacific  systems,  however,  will  continue  to  grow  and 
be  improved  for  many  years  to  come;  and  we  may  expect 
stock  privileges  to  be  important  features  of  their  financial 
operations. 

III. 

In  the  foregoing  paragraphs  the  privileged  subscription 
has  been  treated  as  a  sub-topic  in  the  larger  subject  of 
methods  of  procuring  new  capital  funds, — in  fact,  as  an 
influence  affecting  the  choice  between  the  issuance  of 
bonds  or  stocks.  The  profits  from  these  privileges,  as 
shown  in  the  practical  study  of  the  policies  of  the  Illinois 
Central  and  other  railroads,  show  that  the  privileged  sub- 
scription may  become  a  very  potent  factor  in  determin- 
ing that  choice  in  favor  of  the  increase  of  the  capital  stock. 
For,  whether  or  not  the  condition  of  the  shareholders' 
personal  finances  would  enable  them  to  subscribe  for  and 
retain  the  new  shares,  the  privileged  subscription  may 
in  either  case  prove  of  material  financial  advantage  to 
them. 
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Two  questions  remain  for  discussion.  The  first  was 
suggested  by  Professor  E.  S.  Meade  in  a  paper  read  before 
the  American  Economic  Association  in  December,  1903, 
"The  Management  of  the  Surplus  Reserve,"  in  which 
he  named  the  privileged  subscription  among  the  methods 
of  distributing  a  company's  surplus  to  its  stockholders. 
He  says,  in  this  connection,  "The  rate  of  dividend  may 
be  increased,  or  the  assets  of  the  company  may  be  directly 
distributed  to  stockholders,  either  by  means  of  a  stock 
dividend  or  what  is  known  as  a  privileged  subscription." 
Is  the  privileged  subscription  a  method  of  distributing  a 
company's  surplus  to  its  stockholders,  and,  if  so,  in  what 
way  does  it  accomplish  this? 

To  clear  up  this  point,  it  will  be  expedient  to  define 
the  term  "surplus"  and,  incidentally,  to  distinguish 
between  a  corporation's  "capital"  and  its  "capital  stock." 
The  capital  of  a  corporation  is  the  excess  of  its  assets — 
i.e.,  its  real  estate,  cash,  book  accounts  receivable — over 
its  liabilities  to  its  creditors, — namely,  bonded  debt, 
outstanding  promissory  notes,  and  book  accounts  pay- 
able. The  capital  is  the  net  investment  in  the  corporate 
business.  This  capital,  or  net  investment,  is  in  part 
represented  on  the  other  side  of  the  corporate  balance 
sheet  by  the  "capital  stock";  i.e.,  the  par  value  of  the 
certificates  of  ownership  in  the  corporate  property  which 
are  held  by  the  company's  shareholders.  The  capital 
stock  thus  stands  on  the  corporate  books  as  a  liability 
corresponding  in  part  to  its  capital,  which  consists  of 
certain  assets.  The  capital  stock  is  a  liability  of  the  cor- 
poration to  its  owners,  the  shareholders. 

But  the  capital  need  not  be  exactly  equal  in  value  to 
the  capital  stock.  At  the  commencement  of  the  business, 
if  the  shareholders  pay  into  the  corporation  an  amount 
equal  to  the  par  value  of  the  shares  they  take,  it  will  be. 
But  the  prosecution  of  the  business  for  which  the  cor- 
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poration  was  organized  will  cause  the  capital  to  diverge 
in  value  from  the  par  value  of  the  capital  stock.  Every 
profitable  business  transaction  will  increase  the  capital, 
and  every  unprofitable  one  will  decrease  it.  Whenever 
the  capital  of  the  business  exceeds  its  capital  stock,  a 
"surplus"  appears.  Whenever  it  falls  below  the  capital 
stock,  a  "deficiency"  arises.  So  that  the  surplus  is 
merely  the  excess  of  the  capital  or  net  investment  in  the 
corporate  business  over  the  par  value  of  its  capital  stock. 

A  surplus  may  arise  in  many  ways.  By  fortunate 
speculation,  by  selling  the  corporation's  securities — i.e., 
its  bonds  and  stocks — at  a  premium,  etc.  The  most 
important  source  of  the  surplus,  and  the  source  which 
is  commonly  in  mind  in  speaking  of  the  term,  is  the 
prosecution  of  the  corporation's  legitimate  business;  i.e.r 
"current  earnings."  We  usually  think  of  the  surplus  as 
"undivided  profits." 

The  surplus,  then,  is  capital  which  is  not  represented 
by  capital  stock.  It  is,  nevertheless,  owned  by  the  share- 
holders in  the  corporation.  A  share  of  stock,  the  par 
value  of  which  is  $100,  does  not  mean  merely  that  its 
holder  has  invested  $100  in  the  corporation  or  that,  in 
event  of  a  dissolution,  he  would  be  entitled  to  $100  of  its 
property;  but,  if  there  are  a  thousand  such  shares,  it 
means  that  the  holder  of  one  share  is  entitled  to  one  one- 
thousandth  part  of  the  entire  capital  of  the  corporation. 
If  this  turned  out  to  be  $125,000; — i.e.,  if  there  were  a 
"surplus"  of  $25,000,— each  share  would  be  worth  $125. 
Thus  ownership  in  the  capital  stock  carries  with  it  a  pro- 
portional ownership  in  the  corporation's  surplus. 

How  may  this  surplus  be  distributed  to  the  stockholders  ? 
One  obvious  method  is  to  declare  a  dividend  equal  to  the 
whole  or  a  part  of  the  surplus,  and  pay  this  in  cash.  The 
surplus  is  thus  distributed  in  part  to  the  stockholders  in 
every  cash  dividend  which  the  corporation  declares,  and 
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in  every  such  dividend  there  is  a  direct  distribution  of 
the  company's  assets.  But  it  is  claimed  that  a  stock 
dividend  or  a  privileged  subscription  accomplishes  the 
same  result. 

The  effect  of  a  privileged  subscription  may  best  be  in- 
troduced by  first  considering  the  effect  of  a  stock  dividend. 
The  latter  consists  in  a  distribution  of  the  company's 
capital  stock  to  its  shareholders  without  any  return  to  the 
corporate  treasury  from  them, — a  free  distribution  of  cap- 
ital stock.  A  cash  dividend  involves  a  distribution  to  the 
shareholders  of  a  part  of  the  company's  capital,  and  there- 
fore of  a  part  of  its  surplus.  A  stock  dividend,  on  the 
other  hand,  nominally  increases  the  corporation's  liability 
to  its  shareholders  without  increasing  its  assets,  and  thereby 
causes  the  surplus  as  such  to  disappear.  There  is  in  this, 
however,  in  so  far  as  the  immediate  effect  is  concerned,  no 
distribution  of  the  company's  assets  to  its  shareholders. 
Indeed,  the  assets  and  the  corporate  capital,  which  is  the 
important  point  in  this  connection,  are  left  just  as  they 
were  before  the  stock  dividend  was  declared.  The  only 
change  has  been  that  the  capital  of  the  corporation  has 
become  more  fully  represented  by  its  counterpart,  the 
capital  stock.  In  other  words,  the  surplus  has  been  cap- 
italized. 

There  is,  however,  an  important  sense  in  which  the 
stock  dividend  does  distribute  the  surplus,  although  this 
distribution  is  indirect.  The  new  stock  which  is  issued 
in  this  way  carries  with  it  the  same  dividend  privileges  that 
attach  to  the  old  stock.  Hence  the  dividend  per  share 
of  stock  remaining  the  same,  the  virtual  effect  of  a  free 
distribution  of  capital  stock  is  to  increase  the  total  divi- 
dend and  raise  the  rate  of  dividend  on  the  basis  of  the  old 
stock.  This  increase  in  the  total  dividend  must  be  paid 
either  out  of  current  earnings  from  the  accumulated  sur- 
plus or  "out  of  capital."    In  this  sense  the  stock  divi- 
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dend  effects  a  distribution  of  a  company's  surplus,  but 
it  does  not  involve  a  direct  distribution  of  corporate  assets 
or  of  surplus. 

So  much  for  the  stock  dividend.  There  are  three  cases 
in  the  extension  of  a  stock  privilege ;  namely,  the  privilege 
may  be  extended  at  par,  below  par,  or  above  par.  In 
every  case,  like  the  stock  dividend,  the  privileged  sub- 
scription attends  an  increase  in  the  capital  stock  of  the 
corporation;  but,  unlike  the  stock  dividend,  this  increase 
in  the  capital  stock  is  accompanied  by  an  increase  in  the 
assets  of  the  corporation,  and  hence  of  its  capital.  The 
stock  dividend  caused  a  disappearance  of  the  surplus,  as 
such,  due  to  the  fact  that  the  latter  was  capitalized.  If 
a  stock  privilege  is  extended  below  par,  the  surplus  will 
be  reduced  by  an  amount  equal  to  the  discount  at  which 
the  new  stock  is  issued. 

Thus  suppose  that  a  company's  capital  is  $125,000,- 
000  and  its  capital  stock  is  $100,000,000,  leaving  a  surplus 
of  $25,000,000.  If  100,000  new  shares  are  issued  and 
offered  to  the  stockholders  at  $80,  the  capital  will  be  in- 
creased $8,000,000  as  compared  with  an  increase  of  $10,- 
000,000  in  the  capital  stock.  The  net  result  is  a  reduc- 
tion of  the  surplus  to  the  extent  of  $2,000,000,  the  amount 
of  the  discount  on  the  new  shares. 

If  the  privilege  is  extended  at  par,  the  surplus  will  not 
be  affected.  Thus,  in  the  above  illustration,  if  the  new 
shares  had  been  offered  at  $100  instead  of  $80,  the  capital, 
as  well  as  the  capital  stock,  would  have  been  increased 
by  $10,000,000  and  the  excess  of  the  former  over  the  latter 
would  have  remained  at  $25,000,000;  that  is,  since  the 
assets  increase  equally  with  the  capital  stock,  the  surplus, 
which  is  the  excess  of  the  capital  over  the  capital  stock, 
remains  the  same.  In  like  manner,  if  the  privilege  had 
been  extended  at  a  figure  above  par, — at,  say,  $125, — 
the  cash  receipts  would  have  exceeded  the  increase  in 
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the  capital  stock,  and  the  surplus  would  have  been 
increased. 

In  only  the  first  case,  then, — namely,  the  issuance  of 
the  new  stock  at  a  discount, — is  there  a  reduction  in  the 
surplus.  This,  however,  does  not  involve  a  direct  dis- 
tribution of  the  company's  assets  to  its  stockholders; 
but,  as  in  the  stock  dividend,  the  surplus,  to  the  extent 
to  which  it  disappears,  is  merely  capitalized.  This  anal- 
ogy between  the  privileged  subscription  and  the  stock 
dividend,  too,  holds  only  in  the  case  in  which  the  new 
stock  was  offered  to  the  shareholders  at  a  discount. 

But,  like  the  stock  dividend,  again,  there  is  a  sense  in 
which  the  privileged  subscription  involves  an  indirect 
distribution  of  assets.  This  arose  in  the  former  because 
the  increase  in  the  corporation's  capital  stock  carried 
with  it  an  increased  claim  for  dividends  without  an  in- 
crease in  the  investment,  and  therefore  in  the  company's 
dividend-earning  power.  But,  even  where  the  invest- 
ment in  the  corporate  business  is  correspondingly  increased, 
this  will  not  necessarily  carry  with  it  a  proportionate 
increase  in  the  earning  power  of  the  corporation.  The 
"law  of  diminishing  returns"  will  begin  to  operate  after 
a  certain  point  has  been  reached  in  the  development  of 
a  railway  system,  after  which  further  outlays  of  capital 
will  not  bring  corresponding  increased  earnings.  Hence, 
even  though  a  company  issues  its  new  stock  at  par,  there 
is  still  this  sense  in  which  its  surplus  may  be  said  thereby 
to  be  indirectly  distributed  to  its  stockholders. 

There  is  a  last  sense  in  which  the  privileged  subscription 
may  involve  an  indirect  distribution  of  the  company's 
surplus,  which  may  be  illustrated  as  follows :  Suppose  that 
a  corporation  whose  stock  commands  a  high  premium 
in  the  market  wishes  to  raise  $10,000,000,  and  that  to 
procure  these  funds  it  issues  100,000  new  shares  at  par 
when,  by  offering  them  in  the  open  market,  it  could  have 
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sold  them  at  $125,  and  thus  obtained  the  desired  funds 
by  issuing  only  80,000  shares  The  extra  20,000  shares 
which  the  corporation  chose  to  issue  to  its  stockholders 
may,  in  a  sense,  be  said  to  carry  with  them  an  unnecessary 
increase  in  claims  for  dividends,  and  thus  involve  an 
indirect  distribution  of  the  company's  surplus. 

With  the  railway  companies  that  follow  this  practice, 
however,  this  course  is  not  considered  unnecessary.  These 
privileges,  by  furnishing  the  stockholders  with  unusual 
opportunities  for  gain,  serve  to  keep  the  company's  stocks 
out  of  the  market,  to  hold  the  stockholders  to  the  com- 
pany, and  prevent  that  ever-shifting  'personnel  of  the  share- 
holding body  which  is  so  detrimental  to  the  interests  of 
the  railway  system.  A  stockholding  body  whose  per- 
sonnel is  rapidly  changing  is  likely  to  have  only  a  tem- 
porary and  passing  interest  in  the  welfare  of  the  corpo- 
ration. The  policy  of  such  a  company  is  likely  to  be 
determined  by  the  momentary  interests  of  its  stock- 
holders, and  vacillating  rather  than  far-sighted  and  con- 
sistent. For  this  reason,  as  is  maintained  by  President 
Stuyvesant  Fish  of  the  Illinois  Central,  these  stock  privi- 
leges are  really  necessary. 

To  sum  up,  neither  the  stock  dividend  nor  the  privi- 
leged subscription  involves  a  direct  distribution  of  a  cor- 
poration's surplus,  but  at  most  represents  merely  its  capi- 
talization, in  whole  or  in  part.  Both  indirectly  may  in- 
volve a  distribution  of  the  company's  surplus  in  the  fact 
that  they  are  accompanied  by  increased  claims  for  divi- 
dends without  a  proportionate  increase  in  the  earning 
power  of  the  corporation;  that  is,  the  only  way  in  which 
either  device  may  distribute  a  company's  surplus  is; 
through  a  virtual  increase  in  the  dividend  rate,  the  first 
of  the  three  methods  mentioned  by  Professor  Meade. 

The  second  of  the  two  questions  is  this:  Is  the  privi- 
leged subscription  a  method  of  watering  stock?  There 
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are  various  meanings  attached  to  the  term  "watered 
stock."  With  some  a  company's  stock  is  watered  when 
its  capital  stock  exceeds  its  original  investment;  with 
others,  when  the  capital  stock  exceeds  the  cost  of  dupli- 
cating the  company's  property.  In  this  view  a  corpora- 
tion's capital  stock  might  contain  no  "water"  at  one  time, 
but  through  a  fall  in  the  cost  of  producing  its  properties, 
"water"  would  creep  into  its  capitalization,  although 
not  an  additional  share  had  been  issued  nor  an  asset  sold 
or  destroyed.  Again,  stock  becomes  watered  if  its  value 
in  the  market  falls  below  par. 

In  discussing  the  subject  of  stock-watering,  it  will  be 
advantageous  to  distinguish  two  distinct  cases:  namely, 

(1)  the  procedure  at  the  time  the  corporation  is  organized; 

(2)  the  effect  upon  the  capitalization  of  various  influ- 
ences, such  as  cheapening  cost  of  production  or  changes 
in  the  market  value  of  corporate  properties  which  come 
in  subsequent  to  the  organization  of  the  company.  How- 
ever various  the  opinions  concerning  the  effect  of  the 
second  set  of  influences  may  be,  it  will  be  generally  ad- 
mitted that  in  the  organization  of  a  corporation,  if  the 
value  of  the  property  and  cash  paid  in  does  not  equal 
the  par  value  of  the  shares  issued,  we  have  a  case  of  stock- 
watering.  It  will  also  be  admitted  that,  if  the  value  of 
the  property  and  cash  paid  into  the  corporate  treasury 
in  exchange  for  its  capital  stock  does  equal  the  par  value 
of  the  shares  issued,  we  do  not  at  that  time  have  a  case  of 
stock-watering.  The  capital — i.e.,  the  net  investment — 
increases  equally  with  the  capital  stock.  This  is  the 
criterion  which  the  ordinary  man  has  in  mind  in  passing 
judgment  upon  such  a  transaction. 

It  will  further  be  agreed  that,  if  at  any  time  subsequent 
to  the  company's  organization  stock  is  issued,  but  paid 
for  at  less  than  its  par  value,  another  case  of  stock-watering 
arises.    The  corporate  capital  has  not  increased  equally 
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with  the  capital  stock.  On  the  other  hand,  if  new  stock 
is  issued  and  paid  for  at  or  above  its  par  value,  this  trans- 
action does  not  involve  stock-watering.  The  corporate 
capital,  or  investment,  has  increased  equally  with  its 
capital  stock.  This  is  the  criterion  by  which  the  aver- 
age man  judges  the  effect  of  an  increase  of  stock; 
namely,  Has  the  capital,  or  investment,  in  the  corpora- 
tion increased  at  an  equal  pace  with  its  capital  stock? 

Applying  this  criterion  to  the  stock  dividend,  we  should 
find  that  that  device  always  involved  a  watering  of  stock; 
for  it  always  consists  in  an  increase  in  the  company's 
capital  stock  without  any  increase  whatever  in  its  capital, 
or  investment.  The  stock  dividend  may  have  one  of 
three  objects.  It  is  sometimes  declared  instead  of  a  cash 
dividend.  Thus  many  times  in  the  early  history  of  the 
Reading  Railroad,  when  large  profits  were  being  made, 
but  when  the  company  needed  these  funds  for  extensions 
and  increased  equipment,  instead  of  paying  out  cash,  it 
distributed  dividends  in  scrip  which  was  convertible  into 
new  stock.  This  saved  the  trouble  of  paying  out  cash  and 
then  taking  it  in  again,  also  saving  considerable  time 
which  might  have  been  lost  in  trying  to  sell  new  stock  in 
the  market.  In  other  cases  the  stock  dividend  may  be 
used  as  a  method  of  concealing  the  fact  that  dividends 
are  really  not  being  earned.  In  such  cases  the  officials 
declare  a  dividend  as  usual,  but,  as  in  the  preceding  case, 
announce  that  the  cash  is  needed  for  new  equipment  or 
for  other  purposes,  and  offer  scrip  or  stock  instead. 

The  second  object  of  a  stock  dividend  is  to  capitalize 
the  accumulated  surplus.  The  surplus  has  been  defined 
above  as  the  excess  of  the  capital,  or  investment,  in  a  cor- 
porate business  over  the  par  value  of  its  capital  stock.  It 
is  the  part  of  the  capital  which  is  not  represented  by  capi- 
tal stock.  But  it  is  represented  on  the  corporate  books 
by  a  fictitious  liability  termed  the  "surplus  account." 
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When  the  surplus  is  capitalized  by  means  of  free  distri- 
bution of  stock  to  the  shareholders,  this  "surplus  account" 
is  wiped  out  and  an  increase  in  the  "  capital  stock  account " 
substituted  for  it.  Occasionally  a  stock  dividend  is  de- 
clared when  there  is  neither  an  accumulated  surplus  nor 
a  sum  of  net  profits  from  which  to  pay  a  dividend.  In 
such  a  case  the  purpose  is  either  to  conceal  this  lack  of 
profits  or  purely  to  inflate  the  capitalization  for  specula- 
tive or  other  purposes. 

The  stock  dividend  is  always  a  method  of  watering 
stock.  Not  so  the  privileged  subscription.  A  privilege 
which  is  offered  below  par  does,  as  seen  above,  involve 
stock- watering.  Thus  in  1900  the  Baltimore  &  Ohio  Rail- 
road Company  offered  new  stock  to  its  shareholders  at  $80; 
but  in  this  case  the  new  stock  would  not  have  brought 
more  than  $75  if  it  had  been  sold  on  the  market.  Another 
notable  instance  of  privileges  offered  below  par  was  the 
Great  Northern  privilege  of  1898,  to  which  attention  was 
called  in  Table  IV.  above.  For  some  time  the  Great 
Northern  management  had  been  advancing  funds  for 
construction  purposes  out  of  its  own  earnings  to  the 
Seattle  &  Montana,  a  subsidiary  company.  These  funds 
formed  a  legitimate  surplus  to  the  Great  Northern;  and, 
when  in  1898  the  Seattle  &  Montana  Company  gave  the 
Great  Northern  its  bonds  in  return,  the  latter  company 
declared  a  bond  dividend.  But,  instead  of  distributing 
these  bonds  themselves  to  its  stockholders,  the  Great 
Northern  Company  increased  its  own  stock  100  per  cent., 
and  offered  the  new  shares  at  par  to  the  holders  of  record. 
In  payment  for  this  new  stock  the  Great  Northern  share- 
holders were  credited  by  that  company  with  40  per  cent, 
of  their  subscription  price  on  account  of  the  Seattle  & 
Montana  bonds  which  the  Great  Northern  Company 
retained  in  its  treasury,  and  only  the  remaining  60  per 
cent,  of  the  subscription  price  was  paid  in  cash.  In 
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other  words,  the  Great  Northern  Railway  Company 
declared  a  dividend  in  bonds,  and  paid  it  in  stock. 

This  transaction  was  equivalent  to  a  stock  dividend 
of  40  per  cent,  and  a  privileged  subscription  of  60  per 
cent,  of  recorded  holdings  at  par.  For  although,  as  the 
management  claimed,  the  funds  which  had  been  advanced 
to  the  Seattle  &  Montana  Company  would  otherwise  have 
been  paid  out  in  dividends,  and  the  40  per  cent,  credited 
upon  the  stockholders'  subscriptions  merely  compensated 
them  for  dividends  to  which  they  had  been  entitled,  but 
which  they  had  foregone,  nevertheless  these  funds  had 
been  put  into  the  company's  surplus ;  and  in  this  transac- 
tion itself  the  capital  stock  was  increased  40  per  cent, 
without  any  increase  in  the  company's  assets  or  capital 
to  correspond.  This  last  consideration  is  the  criterion, 
and  in  this  illustration  we  have  a  genuine  case  of  stock- 
watering. 

Stock  privileges  that  are  offered  below  par  are,  how- 
ever, few  in  number.  Most  privileges  are  offered  at  par, 
while  a  few,  like  the  recent  privilege  extended  by  the  Penn- 
sylvania Railroad  to  its  stockholders,  are  offered  at  a 
premium.  In  neither  of  these  two  cases,  according  to  our 
criterion,  is  stock-watering  involved. 

The  effect  of  a  stock  dividend  is  always  to  reduce  the 
proportion  of  assets  to  liabilities,  since  the  two  are  not 
correspondingly  increased.  The  effect  of  a  stock  privi- 
lege, on  the  other  hand,  is  sometimes  to  decrease  this 
proportion,  sometimes  to  increase  it.  This  is  especially 
true  if  the  stock  is  offered  at  par;  for,  if  the  system  has 
been  over-capitalized,  every  new  share  issued  at  or  above 
par  tends  to  equalize  the  investment  and  the  nominal 
capitalization,  and  the  same  applies  to  a  system  that  has 
been  under-capitalized.  Thus,  if  the  investment  in  a 
railway  system  was  $90,000,000  and  the  capital  stock 
issued  was  $100,000,000,  the  investment  was  $90  per 
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share.  If  now  250,000  new  shares  are  offered  at  par, 
the  investment  becomes  $115,000,000  and  the  nominal 
capital  $125,000,000,  representing  an  investment  of  $92 
per  share.  Here,  in  an  over-capitalized  system,  the  average 
investment  per  share  is  raised  by  $2.  On  the  other  hand, 
if  the  investment  had  been  $125,000,000  and  the  capital 
stock  $100,000,000,  the  investment  would  have  been  $125 
per  share;  and,  with  the  increase  of  250,000  shares  at 
par,  the  average  would  be  reduced  to  $120  per  share. 

While  the  privilege  which  is  offered  at  or  above  par 
cannot,  strictly  speaking,  be  said  to  constitute  stock- 
watering,  it  is,  nevertheless,  a  very  efficient  method  of 
concealing  the  real  earnings  of  a  railway  system.  In  the 
first  place  the  size  of  the  returns  from  this  source  is  not 
generally  known.  In  the  second  place,  since  these  privi- 
leges are  usually  offered  at  or  above  par,  the  fact  is  lost 
sight  of  that  there  is,  in  a  sense,  as  shown  above,  an 
unnecessary  increase  in  the  claims  upon  the  company  to 
pay  dividends.  But  since,  as  stated  above,  the  tendency 
of  this  kind  of  privilege  is  towards  the  equalization  of 
the  investment  in  the  system  with  its  capitalization,  this 
second  consideration  loses  importance. 

Thus,  while  the  stock  dividend  will  always  be  opposed 
as  a  method  of  stock-watering,  the  privileged  subscrip- 
tion, so  long  as  the  privileges  are  not  accorded  at  a  figure 
below  par,  will  be  recognized  as,  on  the  whole,  a  legiti- 
mate method  of  increasing  the  capital  stock  and  obtain- 
ing funds  for  the  purposes  of  corporate  expansion.  This 
method  is  unquestionably  legal;  and,  as  long  as  the  in- 
vestment increases  equally  with  the  capitalization,  there 
is  not  likely  to  be  any  serious  opposition  to  its  use. 

Thomas  Warner  Mitchell. 
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A  PLANTATION  EXPERIMENT.1 


In  a  paper  on  "The  Negro  in  the  Yazoo-Mississippi 
Delta/'  read  at  the  fourteenth  annual  meeting  of  the  Amer- 
ican Economic  Association,2  I  briefly  touched  upon  the 
conduct  of  a  plantation  in  which  I  was  interested.  Because 
of  a  certain  degreee  of  novelty  attaching  to  some  of  the 
features  which  characterized  the  business  relations  be- 
tween the  plantation  management  and  its  negro  labor,  I 
felt  justified  in  referring  to  these  transactions  as  an  "ex- 
periment." It  is  to  a  discussion  of  this  experiment,  six 
years  after  its  inception,  that  the  present  paper  is  chiefly 
addressed. 

An  adequate  supply  of  labor  is  the  first  essential  in  the 
business  of  raising  cotton.  To  secure  it  constitutes  the 
most  serious  problem  confronting  the  plantation  manage- 
ment. Not  for  forty  years  has  the  supply  equalled  the 
demand  in  the  alluvial  section  of  Mississippi.  Here  the 
negro  still  has  almost  a  monopoly  of  the  field  of  manual 
labor,  though  at  last  his  supremacy  has  been  threatened 
by  the  white  man.  So  great  is  the  annual  competition 
among  planters  for  negro  labor  that  the  latter  is  afforded 
opportunities  for  driving  bargains  superior  to  those  pos- 
sessed by  any  other  class  of  agriculturists  with  which  I  have 
any  acquaintance.  There  is  absolutely  no  fixed  basis 
among  planters  for  making  terms  with  labor,  and  in  con- 
sequence contracts  vary  through  a  wide  range  of  condi- 
tions. Any  negro  family,  though  it  consist  of  only  a  man 
and  his  wife,  and  have  not  a  dollar  on  earth,  will  be  taken 
into  partnership  with  the  planter;  for  that  is  the  real  nature 
of  the  share  contract.  The  planter  will  locate  the  family 
for  the  year  in  a  comfortable  house,  on  its  proper  allotment 
of  as  good  land  as  can  be  found  in  America.    He  will  fur- 

iDunleith  Plantation  is  in  Washington  County,  Mississippi,  on  the  Southern 
Railway. 

'Washington,  D.C.,  December  27-30,  1901.    Papers  and  Proceedings,  pp.  235- 

278. 


